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Private Letter Ruling: Newl y-fornmed subsidiary will be a sales
finance conmpany which cannot be conmbined wth non-financial
or gani zati ons.

Decenmber 22, 1999

Dear :

This is in response to your letter dated Novenmber 15, 1999, in which you request
a Private Letter Ruling on behalf of XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX (hereafter

“XXXT) and  XXXXXXXXXXXXXXXXXXXXXXXXXXXXX (hereafter “xxx”). The Private Letter
Ruling will bind the Departnment only with respect to xxx and xxx for the issue or
i ssues presented in this ruling. |Issuance of this ruling is conditioned upon the

under st andi ng that neither xxx nor a related taxpayer is currently under audit or
involved in litigation concerning the issues the subject of this ruling request.

The facts and anal ysis as you have presented themare as foll ows:

XXX is a publicly traded corporation |listed on the NYSE and headquartered in
XXxxx, Illinois. xxx, together wth its subsidiaries, manufactures and
distributes a wide range of consumable business supplies and information
managenent products, including paper and electronic business fornms, office
supplies, labels, and comrercial and pronotional business materials. xxx and
its subsidiaries’ target market consists of manufacturers, distributors,
retailers, service providers, wholesalers, and end-users predomnantly
located in the United States. xxx and its subsidiaries currently file a
consol i dated Federal incone tax return and a unitary Illinois corporate
i ncome tax return.

The business restructuring that is under consideration relates to how xxx
handles its accounts receivable function. In order to achieve greater
centralization of the credit and collection function and to achieve
adm nistrative efficiencies for xxx and its subsidiaries, XxxXx intends to
create a new Illinois limted liability conpany, XXXXXXXXXXXXXXXXXXXXXXXXXX
XXX. In addition to performng credit and collection functions, xxx would
purchase wthout recourse the accounts receivable of xxx and its
subsidiaries generated from the sale of products to its custonmers. It is
intended that the factoring of xxx and selected subsidiaries’ receivables
will conmence on January 1, 2000, with the ultimate goal of extending the
factoring of receivables through xxx to all of xxx' subsidiaries over the
next 12-18 nonths.

W respectfully request a ruling on the Illinois income tax issues which
relate to the proper taxation of xxx, in particular its status as a
financial organi zation under Section 1501(a)(8) of the Illinois Income Tax
Act (hereafter “I1TA’) and the apportionnent methodol ogy that would result

under Section 304(c) of the IITA Presented below are the specific detailed
facts which we believe would be relevant to those issues.

FACTS

1) xxx and its subsidiaries market their products predomnantly in the
United States to a variety of custoners — manufacturers, distributors
retailers, service providers, national and regional whol esalers and end-
users. The overwhelmng majority of xxx and its subsidiaries’ custoners
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are business organizations — nostly corporations, but also sone
partnerships. Only a very negligible portion of xxx and its subsidiaries’
custoners are individuals or proprietorships. xxx files its Illinois
incone tax returns as a nenber of a wunitary business group. Xxxx's
apportionnment in Illinois has been based on its respective property,
payroll, and sales factors. xxx and its subsidiaries’ apportionment in
I1linois will be based primarily on its sales factor for its fiscal year
ending July 31, 2000 (Under Section 304(h) of the IITA the single sales
factor will be fully phased in for years ending on or after Decenber 31
2000). The apportionment used by xxx and its subsidiaries in other states
in which returns are filed continues in nost cases to be based on the
respective entities’ property, payroll and sales factors.

2) xxx and its subsidiaries nmake no cash sales. Al sales are open account
transactions, paid by check, bank wire transfers, or credit cards. This
results in a substantial anmount of accounts receivable for xxx and its
subsidiaries. Cccasionally, prepaynents are required before products are
shi pped. 1In sone instances, custoners may be required to provide letters
of credit.

3) xxx and its subsidiaries offer a variety of paynent ternms to their
custoners. The ternms for the majority of its custonmers do not include any
purchase price reductions for early paynent. A small percentage of
custoners are granted purchase price reductions ranging between 1% - 2%
if payment is nmade within 10 to 20 days. Custoners who purchase certain
office products receive a purchase price reduction if they nmake paynent
within 30 days of the invoice date, and a very high percentage of these
custoners tinme their paynents to obtain this reduction. In addition, sone
custonmers are granted speci al pronot i onal di scounts and special
pronotional extended terns.

4) Approximately 95 percent of the custoners pay by check, wth the
remaining 5 percent paying via electronic funds transfer. The electronic
paynments are remtted from custoners throughout the United States to a
bank account nmintained by a national banking corporation. The paynents
by check from the custoners are made to one of six |ockboxes. The
| ockboxes are operated by a national banking corporation under an
agreenent with xxx. Two of the six |ockboxes are located in Illinois. The
| ocation of each |ockbox and the determnation of which |ockbox is
assigned to each customer is based on mnimzing the length of tinme that
would be required for customer paynents to reach the banking system
Currently, the services perforned by the national banking corporation at
vari ous | ockboxes include opening remttances, depositing the cash, and
providing a tape to facilitate cash application and reconciliation by
xxx's credit and collection departnment. After the sale of accounts
receivable is instituted, these |ockboxes wll be mintained wth
custoners instructed to pay xxx. The national banking corporation wll
continue to perform the same services that it currently perforns, but
will do so on behalf of xxx to the extent it has purchased the
recei vabl es of xxx and its subsidiaries.

5) xxx’ purchase of accounts receivable will be at fair market value, which
is below their face anount. The difference between fair market value and
the face anmpbunt wll —consist of dilution and discount. Dilution
represents anmounts that xxx and its subsidiaries would not collect on a
receivable in the ordinary course of business. Dilution includes itens
such as high volume discounts or rebates, fees paid to credit card
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compani es and various purchase price reductions for early paynment which
xxx and its subsidiaries provide to customers. The discount reflects
prevailing market interest rates at the time receivables are purchased
the expected nunmber of days to collect the receivables, the credit
wort hi ness of the custoners whose receivabl es are purchased and the costs
associated with collection and cash application. Appropriate dilution and
di scount percentages to be applied to the accounts receivabl e purchased
by xxx will be subject to periodic re-evaluation and revision

6) There are no present plans in connection with the proposed sale of
accounts receivable to xxx to alter the |ockbox |locations that are
descri bed in Paragraph 4, though | ockbox |ocations of xxx as well as the
nunber of | ockboxes could change fromtine to time, because of changes in
custoner paynent and banki ng system patterns.

7) xxx woul d be headquartered in xxxxx, Illinois. Illinois would be the only
state in which xxx would have a place of business and the only state in
whi ch xxx woul d have enpl oyees. The enpl oyees’ duties include credit and

collection services and cash application. It is anticipated that xxx
woul d have approximately 50 enployees. xxx wll not own any rea
property. Apart from inconme which it wll earn as a result of the

recovery of portions of the discount on the accounts receivable which it
has factored, xxx would also have a relatively small anmount of interest
incone on short terminvestnents of cash collections pending purchase of
new accounts receivable. Based on our interpretation of the statutory
provisions in the other states in which the |ockboxes are |ocated, xxx
woul d not be required to file incone tax returns in those states, nor do
we believe that xxx would have an incone tax return filing obligation in
any other state.

8) xxx would elect to be treated as a corporation for federal inconme tax
purposes, and file a corporate income tax return, Form IL-1120, for
I1linois inconme tax purposes.

CONCLUSI ONS [ OF THE TAXPAYER]

For reasons states in our Analysis below, we believe the IITA requires xxx
to apportion its inconme to Illinois based on the percentage of its tota
i nterest paynents which is represented by paynents received at the Illinois
| ockboxes or by wire transfer at any bank account that is muintained in
Illinois from corporation and partnership customers of xxx and its
subsidiaries that are comrercially domciled in Illinois and fromindivi dua
custoners who are residents of Illinois.

In view of the scarcity of regulations and the lack of authoritative case
| aw on the subject matter of this request, we respectfully request a ruling
pursuant to 2 Ill. Adm Code Section 1200.110 confirm ng our conclusions
based on the anal ysis presented bel ow.

ANALYSI S [ OF THE TAXPAYER]

xxx’ Status as a Sal es Finance Conpany

Section 1501(a)(8)(C) of the IITA as anended by Public Act 91-535 (August
13, 1999) defines “sal es finance conpany” as:
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(i) A person primarily engaged in one or nore of the follow ng
busi nesses: the business of purchasing custonmer receivables, the
business of meking loans upon the security of custoner
recei vabl es, the business of nmaking |oans for the express purpose
of fundi ng purchases of tangible personal property or services by

the borrower, or the business of finance |easing...
xxXx' primary business will be the purchase of custoner receivables from xxx

and its subsidiaries. As such, xxx falls wthin the definition of a “sales
finance conpany” as outlined in Section 1501(a)(8)(C) of the IITA

The di scussion above focuses on the provisions of Public Act 91-535. Wile
this statutory |language is effective January 1, 2000, the legislation also
indicates it is declaratory of existing law. Under the terns of Section
1501(a)(8)(C) of the IITA as currently witten, xxx would also qualify as a
sal es finance company.

XXX I nterest |ncone

Under Section 1501(a)(8)(C) of the IITA a sales finance conpany is a type
of financial organization. As a financial organization, xxx would apportion
its incone to Illinois based on Section 304(c) of the Il TA

The particul ar apportionnment provision of Section 304(c) of the IITA which
appears to be relevant to the income of xxx, is clause (1)(C) dealing with
“interest from Illinois customers.” xxx would earn inconme equal to the
di scount described in fact 5, when custoners make paynents against their
accounts receivable. From the perspective of the custonmers of xxx and its
subsidiaries, this discount would be a neasure of the value of the financing
that is inmplicit in the deferral of the sales price for the products sold by
xxx and its subsidiaries. Since this discount would be based on the
prevailing market rate of interest and the creditworthiness of xxx and its
subsi di aries’ custoners, we believe that the recovery of this discount woul d
be “interest” within the neaning of Section 304(c)(1)(C) of the IITA

xxxX' Illinois Custoners

As previously stated, xxx and its subsidiaries have a variety of customers
i ncl udi ng manuf act ur er s, di stributors, retail ers, servi ce provi ders,
national and regional wholesalers and end-users |located throughout the
United States.

Section 304(c)(1)(C) of the IITA requires financial organizations, such as
XXX, to determ ne business incone from sources within Illinois by including
only interest fromIllinois custoners which is received in Illinois. There
is no express statutory definition or regulatory interpretation of the term
“custonmer” or “lllinois custonmer” for purposes of Section 304(c)(1)(C of
the Il TA

In analyzing the Department’s previously published pronouncenents on the
issue of *“custormer” and “Illinois custonmer” for purposes of Section
304(c)(1)(C) of the IITA, we are lead to the following tw conclusions in
determning the taxation of xxx. First, xxx would look to xxx and its
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subsidiaries’ custonmers in making the determnation of who are its
custoners. Second, xxx will treat custoners of xxx and its subsidiaries who
are individual Illinois residents or persons other than individuals whose
commercial domcile is in lllinois as Illinois custoners.
Though none of the Departnent’s pronouncenents on the Illinois customner

i ssue discussed above are authoritative, they appear to us independently to
be the nost plausible construction of the statute.

XXX’ Apportionnment of Incone to Illinois

Section 304(c) of the IITA includes itens of inconme in the nunerator of the
II'linois apportionnment factor, if they are “fromsources within this State.”
In the context of interest from a financial organization s custoners, the

concept of “income from sources within” Illinois is further defined in
Section 304(c)(1)(C of the IITA to nean “interest fromlllinois custoners,
which ...(is) ..received within this State.” If this same Illinois statute

were operative from the perspective of the other four states in which the
| ockboxes are | ocated, xxx would be obligated to file incone tax returns in
those four states as well as Illinois, notwithstanding the |ack of physica
presence in any of these states.

As previously discussed, xxx would receive interest paynents from custoners
of xxx and its subsidiaries either by check or electronically at the | ockbox
| ocations, two of which are in Illinois. The national banking corporation at
which the |ockboxes are |ocated would open the remttances, deposit the
funds into the banking system and relay the paperwork to xxx’ headquarters
inlllinois for cash application

There is no express statutory definition or regulatory interpretation of

what constitutes “receipt” in Illinois. The Departnment has, however, issued
nunerous private letter rulings requiring interest paynents made to Illinois
| ocations by Illinois custoners to be treated as received in Illinois for

pur poses of apportionnment under Section 304(c)(1)(C of the Il TA

xxX woul d have two | ockboxes located in Illinois to which custoners of xxx
and its subsidiaries would nmake paynments of interest. On behalf of xxx, the
nati onal banki ng corporation would open these remttances, deposit the funds
into the banking system and forward the paperwork to xxx, located in
Illinois, for cash application. As to paynents to the Illinois |ockboxes,
those that are from Illinois customers (as discussed above), would be
included in the nunerator of xxx' Illinois apportionnment forrmula, with the
result that xxx would incur a liability for Illinois inconme and replacenent
t ax.

SUVVARY [ OF TAXPAYER]

We anticipate that xxx’ Illinois incone tax liability would be determ ned on
the following basis. xxx would be a financial organization under Section
1501(a)(8) of the Il TA. The recovery of the discount (as described above) by
xxx woul d properly be characterized as interest. xxx would receive paynents
of this interest by check or electronically at the six |ockbox |ocations,
two of which are in Illinois. The interest paynents received at xxx’
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II'linois |ockboxes from custoners of xxx and its subsidiaries who are
individual Illinois residents or persons other than individuals who are
commercially domiciled in Illinois would constitute business inconme from
sources in Illinois under Section 304(c)(1)(C of the IITA

OPERATI VE DATE OF THE REQUESTED RULI NG

xxx and xxx request that this ruling be applicable to their Illinois incone
tax liabilities for the fiscal year ending July 31, 2000, and all later tax
years. There is no pending Illinois inconme tax audit of xxx and its

subsidiaries or xxx as a group or either of themindividually on the issues
di scussed in this ruling request.

[End of text of ruling request.]

Response of the Departnment of Revenue

Qualification of xxx as a Financial Organization

Effective for taxable years ending on or after January 1, 2000, Public Act 91-535
amends Section 1501(a)(8) of the Illinois Income Tax Act (the “IITA"; 35 ILCS
5/101 et seq.) to define the term “financial organization” in pertinent part as
foll ows:

(A) The term “financial organization” means any bank, bank hol di ng company,

trust conpany, savings bank, industrial bank, [land bank, safe deposit
company, private banker, savings and |oan association, building and |oan
associ ation, credit union, currency exchange, cooperative bank, small |oan

company, sales finance conpany, investment conpany, or any person which is
owned by a bank or bank hol ding conpany. For the purpose of this Section a
“person” will include only those persons which a bank holding company nmay
acquire and hold an interest in, directly or indirectly, under the
provi sions of the Bank Hol di ng Conpany Act of 1956 (12 U. S.C. 1841, et seq.)
except where interests in any person nust be disposed of within certain
required time limts under the Bank Hol di ng Conpany Act of 1956.

* *x %

(© For purposes of subparagraph (A) of this paragraph, the term “sales
fi nance conpany” has the nmeaning provided in the following item (i) or (ii):

(i) A person primarily engaged in one or nore of the follow ng
busi nesses: the business of purchasing customer receivables, the
business of meking loans upon the security of custoner
recei vabl es, the business of nmaking |oans for the express purpose
of fundi ng purchases of tangible personal property or services by
the borrower, or the business of finance |easing. For purposes of
this item (i), “custoner receivable” neans:

(a) a retail installnment contract or retail charge agreenent
within the nmeaning of the Sal es Finance Agency Act, the Retai
Install nent Sales Act, or the Mdtor Vehicle Retail Install nment

Sal es Act;
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(b) an installnment, charge, credit, or simlar contract or
agreenent arising fromthe sale of tangible personal property
or services in a transaction involving a deferred paynent
price payable in one or nore installnments subsequent to the
sal e; or

(c) the outstanding balance of a contract or agreenent
described in provisions (a) or (b) of this item(i).

A custoner receivable need not provide for paynent of interest on

deferred paynents. A sales finance conpany nmay purchase a

custoner receivable from or nmake a |loan secured by a custoner

receivable to, the seller in the original transaction or to a

person who purchased the custonmer receivable directly or

indirectly fromthat seller.

You have represented that virtually all of the business activities of xxx will be
related to the purchase of custonmer accounts receivable from xxx and its
subsidiaries. Under section 1501(a)(8)(C) of the IITA xxx will therefore be a
sales finance conpany, which is a financial organization for purposes of the
1 TA

Apportionnment of Business |Incone of xxx

Section 304(c)(1) of the IITA provides the basic apportionment rule for financial
organi zations, as foll ows:

Busi ness incone of a financial organization shall be apportioned to this
State by multiplying such incone by a fraction, the nunerator of which is
its business incone from sources wthin this State, and the denom nator of
which is its business incone from all sources. For the purposes of this
subsection, the business incone of a financial organization from sources
within this State is the sumof the anmounts referred to in subparagraphs (A
through (E) follow ng, but excluding the adjusted inconme of an international
banking facility as determ ned in paragraph (2):

(A) Fees, commissions or other conpensation for financial services
rendered within this State;

(B)yGross profits fromtrading in stocks, bonds or other securities nanaged
within this State;

(O Dividends, and interest from Illinois custoners, which are received in
this State;

(D lInterest charged to custoners at places of business nmaintained within
this State for carrying debit bal ances of margin accounts, w thout deduction
of any costs incurred in carrying such accounts; and

(E)Any other gross income resulting from the operation as a financial
organi zation within this State. In conputing the anmounts referred to in
paragraphs (A) through (E) of this subsection, any anount received by a
menber of an affiliated group (determ ned under Section 1504(a) of the
Internal Revenue Code but wi thout reference to whether any such corporation
is an “includible corporation” under section 1504(b) of the Internal Revenue
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Code) from anot her nenber of such group shall be included only to the extent
such anount exceeds expenses of the recipient directly related thereto

As this statutory provision is structured, a financial organization apportions
its business income by first identifying each item of business income which is

described in paragraphs (A) through (D). Those itens are sourced to Illinois
according to the applicable rule in paragraph (A), (B), (© or (D, and all other
items of business inconme are sourced to Illinois under the rule in paragraph (E)
The total of itens sourced to Illinois is then divided by the total of all
busi ness incone of the taxpayer fromall sources, and the result is nultiplied by
t he taxpayer’s business incone to determ ne the anount apportioned to Illinois.

You have requested a ruling that the anounts received by xxx from custoners of
xXx and its subsidiaries, to the extent those ambunts exceed the anounts paid by
xxx for the respective accounts receivable purchased from xxx and its
subsidiaries, will be sourced under section 304(c)(1)(C) as interest incone.

For federal income tax purposes, the United States Suprene Court has defined
“interest” to nean “conpensation for the use or forbearance of noney.” Deputy v.
du Pont, 308 U S. 488, 498 (1940). Pursuant to section 102 of the IITA this
definition of the term“interest” for purposes of the Internal Revenue Code al so
applies to the term “interest” as used in the IITA As you have described the
transactions by which xxx will acquire the accounts receivable from xxx and its
subsidiaries, xxx will acquire all rights to paynments on the receivables and wll
assume all responsibility for collection of the receivables, for a cash price
determned by the market rate of interest at the time of the purchase, the
expected tinme of paynment on the receivables, and the creditworthi ness of obligors
on the receivables. Accordingly, the anmounts received by xxx from xxx and its
subsidiaries’ custoners in excess of the anmounts it has paid for the respective

accounts receivable will be conpensation received entirely in exchange for the
use of xxx’ money and will reflect the factors normally taken into account in
determ ning the anmount of interest payable on an advance of funds. Such anounts
will therefore be interest for purposes of the IITA and their allocation will be

governed by section 304(c)(1)(C of the IITA

Under section 304(c)(1)(C of the IITA interest incone is sourced to Illinois
only if it is from an Illinois custonmer and received in Illinois. The term
“customer” is not defined in the IITA or in any relevant authority, and the
definition is the proper subject for rul emaking. However, pending the
prormul gation of a regulatory definition, under the facts described in your
request, the obligors on the accounts receivable will be custoners of xxx. The
obligors are all custonmers of xxx and its subsidiaries, which will be naking
credit sales in the expectation of selling the accounts receivable to xxx.
Because xxx is affiliated with xxx and its subsidiaries and wll be buying the

accounts receivable (rather than making a loan to xxx and its subsidiaries
secured by the accounts receivable) in transactions fully anticipated at the tine
the accounts receivable are created, the obligors on the accounts receivable wll
becone custoners of xxx at the time the accounts receivable are sold.

The term “Illinois custoner” also is not defined in the IITA or in any rel evant
authority, and 1is also the proper subject for rulemaking. Pending the
prormul gation of regulations on this issue, the follow ng principles should be
applied. First, the term*“lllinois custoner” will include any individual customner
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who is a resident of Illinois and any person (other than an individual) who is
comercially domciled in Illinois. Second, if the taxpayer has no actual
know edge of the residence or comercial domcile of a custoner, the custoner
will be presuned (subject to rebuttal) to be an Illinois custoner if the billing
address of the custoner is in Illinois.

The term “received in this State” in section 304(c)(1)(C) of the IITA is
undefined, and is the proper subject for rulenmaking. Pending pronulgation of

regulations on this issue, interest from xxx’ I[llinois custonmers wll be
“received in this State” if the paynent is sent by the customer to a | ockbox
located in Illinois or the electronic funds transfer from the custoner is
directed to a bank located in Illinois.

In sunmary, the anobunts xxx receives from obligors on accounts receivable
purchased from xxx and its subsidiaries in excess of the anpbunts paid by xxx for
t he accounts receivable will be interest income which wll be sourced to Illinois
if:

(a) the custoner is:

(i) anindividual Illinois resident: or

(ii1) a person (other than an individual) whose commercial domcile is in
Illinois; or

(iii) (subject to rebuttal) any person whose billing address is in

Illinois if xxx has no know edge of the person’s residence or
commercial domcile: and
(b) the custoner’s paynent is

(i) sent by the custonmer to a lockbox in Illinois; or
(i) transmtted by the custoner electronically to a bank located in
Il'linois.

Note that paynents made by a credit card conmpany (or any other third party) on
behalf of a custoner are paynents from the custoner, and should be sourced
according to the sanme rules as paynents nmade directly by the custoner.

Duty to File Returns

Section 502(a) of the Il TA provides:

A return with respect to the taxes inposed by this Act shall be nade by
every person for any taxable year

(1) For which such person is liable for a tax inposed by this Act, or

(2) In the case of a resident or in the case of a corporation which
is qualified to do business in this State, for which such person is
required to make a federal inconme tax return, regardl ess of whether
such person is liable for a tax inposed by this Act...

In your request you suggested that xxx and its subsidiaries have custoners within
Illinois. If xxx purchases accounts receivable fromthose custonmers, it will have
busi ness inconme sourced to Illinois under section 304(c) of the IITA and wll be
required to file a return under section 502(a)(1l) of the IITA If xxx is not
required to allocate any of its income to Illinois, it wll be required to file a
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return under section 502(a)(2) for any taxable year for which it is required to
make a federal incone tax return.

As requested, the ruling applies to the taxable year ending July 31, 2000 and al
future years during which the pertinent statutory law, case law, rules and
mat erial facts di scussed above remai n unchanged. The facts upon which this ruling
is based are subject to review by the Departnment during the course of any audit,
i nvestigation or hearing and this ruling shall bind the Departnent only if the
material facts as recited in this ruling are correct and conplete. This ruling
will cease to bind the Departnent if there is a pertinent change in statutory
law, case law, rules or in the material facts in this ruling.

Si ncerely,

Brian L. Stocker
Staff Attorney (Inconme Tax)



